CHAPTER 27

Besie Macreeconemic Relationships.

“This chapter |ntror.luces you to%"three basw relatlonshtps in.

the econpmy:income and consumption; the interest rate
and .investment, and- changes:in_spending and changes

in output.<The relationships between these.economic “ag--
gregates®. are essential building blocks for understariding . -

the: macre models that wnll be presented in the next two
chapters. .
. The ftl’St sectlon of Chapter 27 descnbes the relatlon-

ship between the largest aggregate-in the - -economy—

consumption. An expfanation of consumption, however,
also'entails a study of saving: because saving-is srmply the
part-of disposable income that-is not consumed. This sec-

tion develdps the consumption and saving schedules. and”

describes their niain charactenstlcs ‘Otherkey concepts are
also preserted: average propensmes toi.consume- (APC)
and save (ARPS), marginial propensities t0:consume (MPC)
and save (MPS), dand: the nonlncome determlnants of con-
'sumpt[on and saving. : EREEES TR AN S E M L
~Irivesiment:is.the sublect ot the next sectlon of the
chapter The purchase of capital godds depends:on the
rate of return that business firms.expect to-garn from an
‘investment and on-the real rate of interest they have to
pay forithe use of money.' Because:firms- are -anxious
to make: profitable.investments-and-to- avoid  unprofit-
able ones, they undertake all investments that.have an
expected rate’of return .greater- than (or-equal to) the
 real rate. of interest-and do riot-undertake an investment
when-the expected rate: of. retuim is’ less- than-the real

interest.rate: This relationship. bétween the teal interest

rate and the level of investment: spending-is:an ihverse
onerthe lower the interest-rate, the greater the-invest-

be shn‘ted by six-factors: that can ‘change.the ‘expected
* rateof return:.on: lnvestment You:will -alseleari that
investment, unlike consumption, is guité volatile and is
the most unstable component of tota[ spendmg rn the
economy A A -

.. The thlrd sect:cn of the chapter mtroduces you to the .

concept of the multiplier: It shows how:an initial.change
in"spending for. cansumption or investiment changes real
GDP-by an-amount that is larger than‘theritial stimulus.
- You also ' will learn" abcout-the rationale for:the multiplier
and how to interpretit. The multiplier can be derived fror

the ‘marginal . propensity: to-consume-and 'the- marginal

propensity to save. You will have-learned about these
marginal propensities at the beginning.of the chapter-and
. now they. are ,pottotfurther;u_se;__as you end the chapter:

_dlsposable income.

. .(or savung)_schedule

ment spending. 1t is: |llustrated by downslopmg invest-
' “thiis.curve can.

El Explaln the. SJQnmcanc__ of the multipller

EY'. CHECKLIST .

. When you have studied this chapter you :shouid be ableto

0 Explairi -how consurnpt:on and savmg are related to

O Drai a graph 16 iustrate the relatlonsh:ps among con-
sumption, sawng, and’ disposable income,
O Gonstruct: a hypothetical consumpl chedule:

] Construct a hypothetlcal sawng sch' tie; and ldentlfy
the Ievel of brea e’ven income "

os 'te the retattonsh:p between the APC and the: APS
as thcome indreasds.” *

O Demonstrate that the MPC is the slope of thé consump-
tion’ schedule and the MPS tS the slope of the savmg

. schedule

cl Explaln each of the: four nonmcome determ:nants of
consumption and’ saving. '
O Use a.graph with real GPP. on the honzontal axis to

corisumed (or sa\ied) and a change‘ i the consumptlon

(] Exblain how the _expected rate, of return affects mvest--‘

“ment. decisjons, *

EJ Descnbe the rnftuence ot the real lnterest rate on an
lnvestment dectsron

' El Draw & graph of an lnvestment demand curve for the-

four reasons why mvestment spendlng tends to.
able

usmg'an equatlon _
- Make three clarlfylng pomts about the multlpller

necessary data,
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O Discuss the reasons for the difference between the

textbook example for the multiplier 'and the actual multi-
plier for the U.S. economy.

" [ Give a humorous example of the mult|p|1er effect (Last
Wordj).

CHAPTER OUTLINE

1, There is a positive or direct relationship between
‘consumption and disposable income (after-tax income)
because ‘as disposable income increases s0 does con-
sumption.- Sawng is disposable income not spent for
consumer goods. Disposable income is the most important
determinant of both consumption and saving. The re-
lattanship- among dnsposable incoirie, corlsumption, and
saving can be shown by a graph with consuption on the
vertical axis and disposable income on the horizontal axis.
The 45-degree line on the graph would show where con-
sumption would.equal disposable income. If consumption
is less-than. disposable income, the difference is saving.

a. The consumpﬂon schedufe shows the amounts-that
households plan to spend for consumer goods at various
levels of income, given a price level, Break-gven income

"-is where consumiption is equal fo disposable income.

b. The saving schedulemdlcates the amounts house-
holds plan to save at different income levels, given a

. price level. -

" ¢. The.average propensny to consumes (APC) and the

average propensity to save (APS) and the margmai pro-

pensity to consume (MPC) and the marginal propensity

- to save (MPS) can’ be computed from the consumptron
and saving schedules. .
(1) The. average prapens:ty fo consume (APC) and
the average propensrty fo save (APS}are, respectlvely,
“the percentages of income spent for consumptlon and
saved; andthey suin to 1.”
(2) The margmal propensity to consume (MPC)and
" the marginal propénsity to save (MPS) are, respec-
tively, the percentages of additional income spent for
consumption dnd saved, and sum to 1.

(3) The MPC s the slope of the consumption schedule

ahd the MPS is the slope of the ! saving schedule when
the two schedules are grephed
d.’In addifion- to incoms, there are several -other im-

portant nonincorne determmants of consumptlon and.

'sawng Changes in these nonmcome determinants will
cause the conhsuiription and saving jsehédules tochange.
An increase in spending wil shift the consumption
schedule upward and-a decrease in“spendinhg will shift

it downward. Similarly, an increase in saving will shift -

* the-gaving schédule upward and a decrease in sawng
will shift |t downward,"
(1) The amount of wealth affects the amount that
households spend and savé. Wealth is the difference
between the values of a household’s assets and its lia-
bilities - If household wealihincréases, people will spend
more because they think they have more assefs from
. which to support: current consuniptiori pOSStbllltIES (the
wealth effecl), and they will save less.
(2) The level. “af* housshold - borrowing antluences
ransnmntion Incraasad horrowina will increass current

2

consumption possibilities; which shift the consum
schedule upward. But borrowing reduces weali
increasing debt, which in furn reduces future cons
tion possibilities because the botrowed money mu
repaid.

{3) Expectations-about the future attect spending
saving decisions. If prices are expected to rise-ii
future, people will spend more today and save le
(4)- Real interest rates. change spending and st
decisions. When real interest rates fall, housel
tend to consume more, borrow more, and save |
e. Several other consrderatlons need to be notei
(1) Macroeconomists are more concerned with t
fects of changes in consumption and.saving on

© (DP, so it replaces disposable income on the hor
-tal axis-of the consumption ot saving schedules:

{2). A change in the amount.consumed (or saved
movetnent along the consumption {or saving) st
ule, but a change in the consumption (or saving'

. 10 a change in ene of the nonincome determinant

shift in the entire consumption. (or saving) sched
(3) ‘Changes in wealth, borrowing, expectations,

~real interest rates shift consumption and saving s¢
ules in opposite directions. For.example, an:inet

in wealth will increase :consumption and will-déct
saving as people consume more out of-currentinc
If households borrow they. can expand current
sumption, hut that will decrease -current saving

-pectations of rising future prices will increase ol

consumption and decrease current saving. Afall i

- Interest rates increases current consumption.-anc

vides less incentive for current-saving.
{4)- Changes in. taxes shift the consumptlon
saving schedules in the same direction=An inai

"in taxes will' reduce both consumption-and savi
- decrease in taxes will increase- both consumptior

saving.- o
(5) Both consumptlon and’ savmg schedules tend
stable gver time unless changed by major taxincre

‘or.decteases. The stability arises from long-term
. ning and because some nonincome-determinants ¢

shn'ts that oﬁset each other

2. The mvestment declsmn is.a margtnal benetl

marginal cost decision.that depends on.the expectei
ofreturn (1) from the purchase-of additional capital ¢
and the real rate of :nterest (I) that must be paid fo
rowed funds.

a. The expecied’ rate of retum is dtrectiy relal
the net profits (revenues less operating. costs) thi

- expected to result from-an invésiment. lt is the ma

benefit of investment-for a business.-

b. The real rate of ipterest is the: price’ patd tc
use of mohey. it is the:marginal ¢ost of investme
a business. When the .expected real rate -of ret
greater (less) than the real rate of interest, a bus
will (will not) invest because the |nvestment )
profitable {unprofitable):

- ¢. For this reason, the lower (higher) the real Ti

interest, the greater. (smaller) will. be.the. level
vestment spending in the economy; the inves:



- demand curve-shows. this' inverse . relationship be-
tween the real rate of interest and the leve! of spending
" for oap:tal goods. The amount of invastment by the blsi-
" hess'sector is determined at the pointwhere the marginal
benefit of, investment (1 equals the marginal cost ().
d.. There are at least six noninterest determinants of
rnvestment demand anhd a change in any of these de-
: termn]an’ts Will shift'the ifivestment derdiand curve. |
A1) I the‘ahcqursrtron marnrenance andoperatmg cosis
for ¢apital goods change then this change in costs will
. change investment demand; ‘Rising.costs decrease in-
.. vestment demand and- declmrng ‘costs increase it.
@) Changes in busrness takes are like a change in
‘Costs 50 they have a srmrlar effect on mvestment de-
mand as the previous:item, ’
{8) An:increase in techno!ogrcal progress wrll stlmutate
investment and increase investment demand.
(4 The stock of existing’ caprtal goods will infliience
investment decisions. If the economy is overstocked,

~there will bea decrease in mvestrnent demand and if

" fhe econdmy is understocked there wrfl be an increase
-~ In Investment.demand, . i
(5) Plannedchangesin inventories affect lnvestment de-
mand. If there is a p!anned increase in inventories, then
investmént demand willincrease; planned decredse’in
: meentones will decrease.inyestment demand.
{6) Expectations of the futur are important. If expec-
. tations are positive because of more expected sales or
+  profits,.there is.fikely!to-be;an increase-in investment
- demand. Negative expectations will. have an opposrte
&fféct 'on ifvestment dem
‘e, Uniike consumption ahd savrng, lnvestment is rnher
ently unstable. Four factors: explain this instability.

(), Ca,qrt‘ai goodsl,are durab!e 80 when they get re-

. - placed i may depend on the optrm or'pessrm[sm of
* business owners. If owners are more opfimistic about
the future they will hkely spend more to obtarn new
capital goods. o
*.(2): Innovation is not regular, which means that tech-
nological progress is highly variable and contributes to
instability in investment- spendrng decisions.
(3) Profit expectations influence the investment spend-
" ing of Businéssgs, biit profiis e hlghly vériable. -
- (4) “Othef. expectatrons concermng such factorsas ex-
- chanige ratés, the state df the' economy, ‘and thie stock
._'market can. create, positive or, nega’uve expectatrons
that change mvestment spendlng v B

‘3. There: is a" d:rect relatronshtp-betWeen a changé in
spendmg -ahd & change'in rea! GDP, assurring that prices
are sfieky. An initial chahgé'in Spending, however, resuits
in a change in real GDP that is greater than the |n|tral
effoct The" rliuli‘rp!rer is the tatio 5f the' chahie in the réal
GDP to the initial change in'spending..The initial change
in spending. typlcaliy comes from investment spending,
but changes in consumption, net exports; ‘or government
spending. can also have multiplier effeéts.. :

a. The multlpher effect 0CCUrs because 3 change in

fhie doliars ‘spént by ‘oné’person: alters the incomé of .

- another person in the same dlrectton_ and because. any

"¢ The srmple muttp
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change in the income of one person will change the
person’s consumption and saving inthe same direction
o byd fraction-of the change.jn income. For _example,
_ assummg a marginal propensrty to consume (MPC)
~of .78, a change in rnvestment spendtng of $5 00 will
dausé 4 changein’ consumpuon of $3.75; “The' change

. in consurnption ($3. 75) will- become someone e!ses n-

’ "come tn _the second o

“'t_'he proce s"wrlt contlnue

this text),
b. There lsaformuta for calculatlng ‘e‘m '

glnal propensrty to save (Mt’S) ‘The: multtplter |s equat
to [1/(1— MPC)} Itis also equal to [1/MPS] The srgnltr—
- cance of the i o

fers from ths actial multlplr ‘
simple case the only factor that’ reduced ingoms ir'stic-
cessive rounds was the fraction that went to savings.
For the domestic -economy, there are othef leakages
from consumption besides-saving, such-as spending
on imports, payent of taxes,.or inflation. These fac-
tors reduce the wvaliie .of the ‘muftiplier,. For. the. U.S.
economy.the. multlplrer is estlmated to be about 2.

" 4. (Last Word): Ait Budchwald. once wroté a: humorous

story abotit the' muiltiplier that illustrates the ispiral -effect
on consumer spendlng from a reduction in income. A car
salesman reserved a.new car for a regular customer but
the customer can't buy. the car because he ls.gettlng a
divorcé, The car sélesian then tells’ his pa
afford fo have his house painted. The- house painter then
decides to return a new television he bought from the store
And so the story contrnues from ong person o another

B HINTS AND TIPS

1. An |mportant graph in the chapter is the censumption
schedule (see the Key Graph on page 544 of the texi).
Know how to interprét it. There are two lines'oh the' graph
The 45~ degree reference line shows all points where dis-
po'sable inconie equals ‘congumption’ “(iHeré'is no sa\rlng)

- The: consumptton schedule. line shows the. total amount

of disposable income spent.on. oonsumptlon ‘at each and
every Jncome, fevel,, Where the {wo lines rntersect a!l dis-
posable income is spent (consumed) At all inéome Ievels

- {0 the rrght of the infersettion, -the consumpt:on i I|es
© below! the 45-degree- line, :and not all disposable i income: IS

spent here_ls saving). To the Ieft of the intersection, the
' 'ove the 45 degree line and con-
sumpuon eXCeeds dlsposablenncome (there ig d:ssavmg)

B Always remember that: margmal propensmes sum

' to A (MRG -+ MPS = “1). The. same.is true, for. avérage
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propensities (ARPC + ARS ="1). Thus, if you know the
value of one marginal propensity (.g., MPC) you can
always figure out the other (e.g., 1 — MPC = MPS}." .

3. The muttrpher effect is a key concept in this chapter

and in the ones thai follow, so make sure you understand
how it works
"a. The’ rnultiptrer is snmp!y the ratio of the change in
-real GDP to the initial changes in spendrng Multiplying
the rnrrral change jn spending by the multrplrer gives
you the amount of change in real GDP, )
" b. The multrpher efféct works in both positive and neg-
" ative directions. An rmtral dectease, in spendmg will
result in-a Iarger décrease in real GDP of an initial
increase in spendrng “will create a larger rncrease in
. real GDP.
e The multrpller |s drrectly related to the margrnat pro-
pensmes The multrplrer equals 1/MPS, The multrpller
" also equals 1/(1-MPC). -
d. The main. reason for the mutt|p1|er etfect is that the
initial change in incorne (spending) induces additional
- rounds of income (spendlng) that add progressively
less in each round as some of the income (spending)
' _gets saved because of the marginal propensrty to save
. (see Tabte 27.3 of the text)

| IMPORTANT TEAMS-

marginal propensity
o save (MPS)
-wealth effect.

45°, (degree) Ime
consumptlon
schedule

expected rate .of

saving schedule
. retarn

break-even incor‘n‘e'

average propensny to " investrient demand

consume (APC) curve
average propensrty to multiplier
' save (APS) ) T
margma! propensrty to
consume (MPC)
"SELF- TEST

I FILL-IN QUESTIONS

bt at higher. levels of disposable income, they tend to

spend _a (smaller, larger)

_proportidn of
this income and save.-a- -proportion, Al
the break—even income, consumptlon is (greater than, less

than equal to)
3. As disposable income fatls the average propensrty 0

and the

dlsposable income,

consume (APC) wr[l (rise fali)

average. propensrty to save (APS) will .

4. The sum of APC and APS is equal-to (0, 1)
- . If the APG is \90, thén the APS is,

(.10, 1) ' ' . . ;
5. Thie marginal propens:ty to consume (MPC) is the
_ divided

change in (consumptron lncome) ‘

by the change in-_

© 6. The margrnat propensity to save (MPS) |s the change

(savmg,‘ rnceme) ._divided by the change
in . S h

7. The sum of MPC and MPS is eqLIaI-tc ©, 1)
' . if the' MPC is .75, then'the MPS i

(0, 25) i
8. The- MPC is the numerrcal va!ue cf the slope of

RS

the (consumptron savmg) ] schedule
and the MPS is the- numerical value of the slcpe of Jhe

schedule. -

9, The most important determlnants of ccnsumptlon
spendlng, cther than the level of i mcome are"

a -

c.
d.

10 An |ncrease in the ccnsumptron schedule means that
the consumption. schedule shifts (upward, dowhward)

and a decrease |n the ccnsumptron

schedule means that it wrll ‘shift , and

tlammm Aliflo o m i e mm s T T




13. If the expected rate of.return on. an. Investment is -

greater than the real rate of interest for the Use cf money,

a business firm will (mcrease decrease) -
its invesiment spending, bigt it the expected rate of return

is ‘less-.than the real rate of interest, the firm will

. its fnvestment spendmg

14, The relatlcnshlp between the real rate of interest and
" the total amount of investment in the economy is (direct,

inverse) ~andis shown in the investment

(supply, demand)”. . "  “ curve. This"curve
shows that if the real rate of Interest rises, the quantlty

of i lnvestment will (lncrease decrease)
but if the real rate of interest falts the quanttty ot rnvest—

ment wilr

15. Six noninterest determinants of invest_ment_.d_eman'd

are . -

e o T o

R

16. The demand' for nevy,_caprtal gcods tends’ 'tc be
unstable because cf e

of caprtat goods the' (regulanty, lrregu-

larity) RN ' cf lnncvatlon the- (stablluty, varf-
abilityy T
and the; e -

of current and expecte_ profrts

- of expectatlons g
_‘,l' GDP (rnultlptled
by an mrtlal change in spendlng

17 The multtplrer lS the change rn
dlvlded)

Whertthis nitial change in spendnng IS T py
the multlpller the result equals the change m real GDP

18 'The multlpller means that an increase in_ rnlttal
spendmg may create a multlple (increase _decrease)

“in tnttlal spendmg may.créate & multlpt=' o
“inreal GDP.” -

19. The multlptler has & value equal’ te 1 divided by the

marginal propens;ty to (consume save)
which is the same thing as 1 dlvlded by the quantlty of 1

minus the marglnal propensrty to -

20. The hlgher the value’ of the margrnal propensity to

consume, "the’ (larger, smaller) p - the
vatue of the. multrp]rer but the larger the value of the

marglnal properisity to-save; the " st o the

value of the multipfier,

_ (durablllty,‘ nondurabillty) )

3 v |n reat GDP and also thate decrease‘

. 21. The multlplter ettect works onty in aposrtrve_drrectlon
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TRUE-FALSE QUESTIONS . .
Cr'rcle T if the statement is true, -F if it'r_'s-—faise.
equals’  disposable

. Consumption income  plus

savlng R . T

2. The most srgnrfrcant determinant cf the Tévél of con-
sumer spendmg is dlsposable neame. -« - .-+ .. =T F

3. Hlstorrcal data suggest that the level of ccnsumptlon
expenditures is dlrectly related to. the tevet of disposable
income, - - .. e S ez - TlF

4 Consumption fises and savlng falls when dlsposable ;
lncome increases, . T OF

5. Empirical data suggest that households tend Io spend

«a similar proportion of 4 small disposable’ mcome as they
do of a larger dlsposable income. .. .- T.F

8. The break even 1ncome is the mcome level at Which '
busrness beglns to make a proflt 7

. s'ave Jis equal.to, the Ievel
of sav:ng dlvrded by the level of ccnsumptlg

8..The marglnal propenstty to donsiime is'the change in

T consumption drvlded by the ‘change in income, - . T F°

9, The slope Githe- savlng schedule lS equa! to tHe' dver-
age’ propenslty to. save : TR

10, An mcrease ln"'wealth wrll.lncrease the con ,:'
schedule (shrft the’ ccnsumptron curve upward) T F

1. An lncre ,se rn the a“_es patd by cons ‘mers w:II de-
crease both thé: amount they spend for consumpt:on and'
the amount they save., :

12. Both the ccnsumptton schedule and the savrng sched

ule tend fo be’ retatlvety stablé ovet time. : T F
13. The real interest rate :s the nomlnal lnterest rate'm'mus
the rate of iflation. S f B T F

14. A bus:ness firrm will purchase additlonal capltal gocds
fihe teal t"lt must pay exceeds the expected

T F
1 5 An mcrease ll'l the stock of capltal gcods en hand wrll

decrease the tnvestment demand. _T F

16. An i increase in planned 1nventenes will decre ethe.

mvestment demand.- ' "r F
17 lnvestment tends to be relatlvely stable over tlme
. TR

e,gularrty of lnnovatrons and the varrabrtrty of
buslness profits contrtbute to the: rnstabltlty of investment
expenditures. T - T F

19. The, muttlpher is equal o the change intreal ‘GhP

' muttaplled by the matlal change in, spendlng . T F

20. The - initial change hE spendmg for the multrpher is
usually ‘associated: with’ anvestment spending because of
“irivestment's volatlllty Sle .

|n changmg GDPR.:.
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22; The multiplier is based on'the idea that any.change
in Income will cause both consumption and saving to vary
in the same direction: as-a change intincome .ahd-by a
fractron of, that ohange :n rncome ) S T F

23. The hrgher the margrnal propens:ty to consume,: the
Iarger the size. of the mult[plrer e U

24 "When s computed as ’[/MPS the muitrpl[er reﬂects
only the Ieakagi of rncome tnto savmg 3 L T .F

25, The value ofthe: actual muttrpl;er for the economy wrtl ‘

usually be greater than the value of a textbook multiplier
. because the-actual, multrplrer is based oniy on the margtna!
propensny to save! . ‘

P err LT .

‘ciu’rss"rro:‘ds-"“"””:' o

(b) |nvestment minug oonsumptron
(c) d|sposable ingome nitius’ consumpﬂon

"2, "Asdispos’able incorie def‘:’r‘ea's'es’,’" Cateris paribus,
u-;..-(a)_.sboth consumption:and .saving.ingrease & w7 -
(b) consumptton increases and. saving decreases

: ":(d) thetr sav:ng than therr drsposab
—_:,rate of return is ]ow

(c) consumptton is $325 blllton
(d) savmgf $785 billion -

(c) the APC falls and the APS B
. h th APC.and th APS fall - o

. '.-.7-.-- The;s]ope of the. consump“, chedu[e or Irne for a

Consumption (billions)

(C) schedules for a: prrvate closed economy. All

‘are in brﬂrons of doh'ars A L
DI ——
RO 1Rt
40 401
80 . sns w78
a0 N A
-.200 [T .,;.134

* (&) ‘marginal propensity to consume

- {b) average propensity to consume
{c) marginal propensity to save |
(cl) average propensrty to save o

) Answer Ouestrons & and 90n the basrs of the foh'm

graph

$100
-40

“o0ff

‘ Lo
g ‘20 ' 40 e0v. 8 100 {200 140
T 'orspbs‘able'incomé(b‘iuidﬁs)' .

B This graph indicates that -
" (@) consUimption decreases after the $60 brllron I
of disposable inco 3

.. {b) the .marginat. ropensny to: consume..decre:

_ after the $60 billion level of d!sposable Income

- {dy: consump’uon increasés.nas -disposable [nc
. decreases

R -_._...--; "

9 !f the relevant savrng schedule were oonstruoted

would find that ~ "~
(a) the margihal” ‘propensity. to- save is negatwe u

.. the $60 biltion. level’ of dlsposable mcome o
h '(b) ‘the marglna[ propenSIty to save increases afte

* $60 billion level:of disposable income. .
) savrng rs zero. t the $60 btlllon !evel of d|s Jot]
' |nceme s

following : drsposabr‘e rncome (D!) ‘and. . consum;
tj‘;g

10. If plotted on a graph the slope of the. onsumt
schedule would be g



.(b) 0.7 .
{c) 0.8 S
(d) 0.9 '

11. At the -$160 billion Jevel of dlsposab[e -income, the
average propensrty to save is -

.(a) 0.015 - :

(b) 0.075 s

(c) 0335 ¢

i

(d)0925 N
12. If consumpfion increases by $5 billion at each lavel

of disposable income, _then the margmal -propensity to

consume will -
{a) change, but the average prcpensrty to consume
will not change

(b) .change, and the average propensrty to consume'

will change . .. -

{c) not change, but the average propensrty o con~

stme will change ‘

{d) not- change and the average propensrty to con-
- sume will fiot change

13. #f the slope of a. hnear sa\nng schedule decreases,
then it can be concludéd that the

(@) MPS has decreased

{b) MPC has decreased

(¢} income has decreased .

{d) rncome has increased

14.. An increase, in wealth shifts the consumptlon schedu!e
(a) downward and the savihg schedule ‘upward
- {b) upward and the saving.schedule downward
(c) downward and. the .saving, schedule downward
© {d) upward and the saving schedule upward

15, Expectahcns of a recession are likely to lead house—

holds to
{a} |ncrease consumptron and savmg
(b) decrease consUmption and saying
(c) decrease ccnsumptron and mcrease sawng
“(d) increase consumptlcn ‘and decrease savmg

16. Higher. reai interest rates are Irkely to
{a) increase consumptiofi and savirig
(b) decrease consumption and saving
{c) décrease consumption and | increase saving
(d} increase consumptlcn and decrease sawng

17. An increase In taxés shifts the consumption schedule

{a) downward and the sawng ‘schedule upward
(b} upward ahd the saving scheédule downward
{c) downward and the saving schedule dowriward .
(d) upward and the savrng schedu!e upward

18. Which relat[onshrp i$ an inverse one‘?
{a) consumption and drspcsable income
(b) investment spehding and_r_h_e _rate of interest .
(¢) saving and disposable income - :
(d) investment spending and GDP

19. A decrease in mvestment demand would be a conse-

guence of a decline in
(a) the rate of interest
(b) the level of wages’ pard
. {€) business taxes’ -
(d) expected future sales
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20, Which would increase rnvestment demand?.
(a) an increase in business taxes
(b) an increase in planned inventories .
(c) a decrease in.the réte of techno!oglcal change
(d) an mcrease in the cost of acqumng capjtal goods

21 Whrch best exp!ams the. varrabrlrty of investment?
(a) the predictable usefu life of capital goods
(b) constancy or regularities in busrness innovations
{c}:instabilities in the level of profits:..
(d) business:pessimism dbout the future

22, If there was a change in lnvestment spending of $10
and the marginai® prOpenSIty to save was .25, then real
GDP ‘would increase by :
(a) $10
(b) $20 -
' '(c) $25 o -

--(d) $40. , :
23, If the value of the margmal propensrty to consume
is 0.6 and resii GDP falls by’ $25 this was. caused by a
decrease in Jnitlal spendlng cf CoL .

. (2) '$10.00 :

- (b)$15.00

(c) $16.67-

(d), $20 00

24 If the marglnal propensrty to consume. rs 0 67 and
initial spendmg increases-by. $25 real GDP wiil
(@) increase. by$75 B e e e
(b} decrease by $75
{¢) increase by $25
(d) detresdse by $25

25. Ifinan econcmy a $150 billion iricrease in mvestment
spendrng creates $150 billion of new income in the first
round of the multiplier process and $105 billion in the
second roiind; the: multiplier-and the marginal propensity

C

'Ato consume will be, respectively,

{a} 5.00 and 0.80
- (b) 4.00 and 075
. (6).3.33 and 0.70 .
(d) 2i50 and 0.40

PROBLEMS

1. The followrng table is & consumption schedule, As-
sume taxes and transfer payments are zero and that all

savmg is personal sawng

(GDP = D) T_ c - 5 APC APS
1800 $1840 0 S 1027 —p27
1800 - 4820 1013 —.013
1700 o0

Cois00 1780 . 989 011

.. 1900 - 1860 .- 979 021

. 2000 0 ted0 .

2100 2020 .- - @82 - (a8
, 2200 2100 L __-;

a. Ccmpute sawng at each of the elght levels of drs—
pcsable income and the missing average propensltres
" to consume and to save.
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'

b. The : préak-even level of disposable income -is ¢. Increase in household bcrrovwng L
s Ca - ‘d. Growing belief that dlsposable income will be 1
€ As d|spoeab|e mcome “riges, the margmai - in the tuture o ' o
Ipropensuty to consume remains constant. Between . ., e.”Expectations .that: there wrli be a current ShOl
each twc.GDPs the MPC can be found‘ by dlwdmg of consumer goods S E S
$ ‘. — by $ - S and is . f. Rise in the actual level of disposable inc
cequalto .oy o . : co . . .

d. The rnargmal propen5|ty to save - also remains

constant when the GDP rises.. Between. each’ two g. An increase In household wealih . s

_ .h. Development .of a belief by consumers thai
GDPS the MPS is’ equal to $ C :_divide‘d Federal government an and will: prevent recess

by §.__ L orto___ -+ Inthe future " L B j__j o
e. Plotthe consumptlon schedule, the savmg schedule "
and the 45-degree line on the graph below..

) 3 The following schedu[e has elght dltterent axpe
: (1) The numencat value of the slope of the. consump

rates of rétirn,-and-the dollar-amounts ‘of the invest
projects expected to have each of these return raté:

tion schedule is RERTI end the® term ‘that
is used to téscribe it is the f‘ Lt -
B et - . EXx ected rate . lnvestment roject
(2) If tHe'fe evant saving schadule were’ constructed (ff return ST (blihons}; oiec s
the numencal value of the slope ofthe savmg sch _dule 18% \‘ Y
would be M ; and the term that is used - 167 e g
1o’ desctibe it would be the B 1: A zg -
2. Indlcate in the space to' the right of each of the fol- 0 ‘ L T
lowrng events ‘whéther the event ‘Wil tefid! to lncrease (+) ) e 0
or decrease =) the saving séhédute. - - " 8 - S e 28
.oan Development of consumer expectatlons that prrces 6. - B0
. i ) T 4_ I e e g s
_ w1|| be hlgher in the future ALl e L W R T

* b..Gradual shrinkage: in the quanttty Of reai 355913 a. If the real rate. ot interestin the economy vere
S bus:ness firms would plan to spend$

owned by consumers

-,f'l' Vo

Consumption: .

./? )




billion for investment, but if the real interest rate were

. 16%, they would plan to spend $_ - -, .

for investment. - S :

b. Should the real interest rate be 1 4%, and they would
-still wish to make the investments they were willing

to r_n_ake at real interest rates of 18% and 16%, they -

would pldhdo spend an additional $
billion fo(-j;nyﬁ_es_t_ment,‘ and their total investment would
beS__ % . pin.

‘c. If'the real rate of interest were 12%,” they would
make_ all' ihe (investments they. had - planned to
make at higher real interest rites plus an additional
$ _ _ billion, and their total ‘inVestment
spénding would be $ biltion.

d. Complete the following table by computing’ the
amount of planned fnvestment at the four remaining
real interest rates. B |

.- -Real rate of | , .. .Amountof

interest ' investment (billions).”
18% _ S $0
16 - o - 10°
14 : 20
12 _ ... 80
10, . [
8 i
4 _

e Graph the schedule you cbmp!etéd on-the gfap‘h
below. Plot the real rate of interest on the vertical axis

_and the amount of investment planned at each-real .

rate of interest on the horizontal axis. .
f. Both the graph and the table show that the relationship
between the real rate of interest and the amount of invest-

ment spending. in the economy is tur . ..o x el

This means that when the réa[ rate of interes i
(1} increases,. investmeht will (increase, ‘decrease)
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" {2). decreases, investment will . - .
- g- It also means that should we wish to. )
(1} increase investment, we - would: ~heed to
‘ __ the real rale of fierest.
. (2} decrease investment, we would have to

e __ithe redl rateof inférest. * -
h. This graph (or table).is the .. .... °

curve,
4. Indicate in the spaces 'to the right’ of ‘the _follovi'fhg :
events whether the event would tend to increase (+) or
decrease (-) investment spending., ...

a. Rising stock market prices’ 3 ‘
h. Development of expectations by busingss executives
that bysiness taxes wilt be. higher in the. future

¢. Step-up in the rates at which hew products and new
production processes are beihg introduced  _

“d. Business beliefs that wage. rates may be lower in
the future and labor and capital are complementary

' resources - .

e. An expettation of a recession” —_—
f. A belief that business is oo good” and the eéc_:nc’:my

is.due for a period of “slow” consumer dérand ___

. g._iﬁ'ising costs in the consi'rpgtfonfindu_stfy .
- . A rapid. increase. in the, size. of the economy’s

population S L
-k A recent. period of a high level -of - investment
spending, which_has. resulted, in. productive capag-

ity in excess of the current demand for goods and

- services. .

5. Aésumé'the ma'fdih'al.'brdpén'sity to consume is 0.8
and the change in investment is $10. Complete the fol-
lowing table modeled after Table 27.3 in-the textbook.

T C;h_ange-in:,.‘V.Chan'g_e,in‘.,, Change.in. ‘
income  consumption saving

Increase in gross

- investment of $10 ~* $+ 10 "~ " §, S
Second round - o
Third round
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2. Use a graph to illustrate the historical relationship
belween consumption and disposable income in the
U.8, pconomy. Explain why the slope of the consump-
tion line will be less than the 45-degree reference
line.

3. Describe the relationship betwean consumption and
- disposable income, called the consumption scheduls.
Draw a graph of this schédule.

4. Describe the relationship between saving and dispos-
. able income, called the saving schedule. Draw a graph of
- this schedu!e

5. Define the two average propensmee and the two
marginal propensities.

© 6. Explain briefly how the average propenSIty to consume

ahd the average propensity to save vary as disposable
income varies. Why do APC and APS hehave this way?
What happens 1o consumption and saving as dlsposable
income varies?

7. Why do the sum of the APC and the APS and the
sum of the MPC and the MPS. always equal exactly 17

8. What is the relationship between MPC and MPS

and the slopes of the consumption schedule and saving
schedule?

9. Explain. bneﬂy and explicitly how changes ini the
four nonincome determinants will affect the consumption
schedule.and the saving schedule and why such changes
will affect consumptton and saving in the way you have
indicated. ) .

10, Why does taxation shift both the consumption and
saving schedules |n the eame direction?

11. What Is the dlfference between a change in the
amount consumed and a change in the consumption
schedule? Expleln your answer usmg a graph.

12. Are . consump‘uon and saving schedulfes relatively
stable? Explain. :

13. Discuss the marginal cost and marginal benefit of an
investment decision, How are the marginal cost and the
marginal beneflt of mvestment measured‘?

14. Draw an investment demand curve. Use it to explain
why investment spending tends to rise when.the real rate
of inferest falls, and vice versa.

15. Identify and explain how six nonintereet determi-
nants of investment spending can increase or decrease
the amount of mvestment llustrate the changes with a
graph. .

16. Why does the level of investment spending tend to
be highly unstable? State four reasons. .

17. What is the, mutiplier eﬁ‘ect’? Give an equation and
example to show how it works.

18. State the rationale for the multlpher effect.

19, How is the mulnpller eﬁect related. to the marginal
propensities? Explain in words and equatmns

20. How large is the actual rmultiplier effect? Explain
the reasons for the difference baiween the textbook
example of the multiplier and actual, multiplier. for the
ECONOMmy.

ANSWERS.

Chapter 27 Basic Macroeconomic Relationships

FILL-IN QUESTIONS

consume save
divectly, larger, smaller, smaller, targer, equal to
nse fall
.10
. -consumplion, income
saving, income
1, .25
consumption, saving
a. wealth; b, borrowing; c. expectations; d. real interest rate
(any order for a—c) ‘
10. upward, downward, |ncome
11. return, interest
12. benefit, cost
13. increase, decrease
14. inverse, demand, decrease, increase
15. a. the cost of acquiring, maintaining, and operating capital
goods; b. business taxes; e. technolegical change; d. the stock
of capital goods on hand; e. planned changes in inventories; f,
expectations
16. durability, irregularity, variability, variability
17. divided, multiplied
18. inciease, decrease
19.: save, consume
20. larger, smaller

5"9“?'9’“":’-‘?0‘!“"‘

TRUE-FALSE QUESTIONS

1. F, p. 542 10T pB48 . 19, F p 554
2. T, p. 842 S, T, p. 548 20. T,p. 554 -
3. T,p. 542 . 12, T, p. 548 21. F, pp. 554-555
‘4. F, pp. 543-544 13, T, p. 549 22. T, pp. 554-555
5. F pp. 543-544 14. F, pp. 549-551 23. T, p. 556
6. F pp. 543-545 15. T, p. 552 24. T, p. 556 :
- 7.Fp.545 - 16 Fp.552 - 25 F Pp. 556, 568
"8. T, p. 545 17. F, pp. 552-553 '
9. F p. 546 ~18. T, p. 553
MULTIPLE-CHOICE QUESTIONS
1. ¢, p. 542 10. .d, p. 546 - 19. d, p. 552
2. d, pp. 542-543 11. b, p. 545 20 b, p. 552 e
3. a,pp. 542-543 12. ¢,p. 545 21, ¢, pp. 553-554
4. b, p. 545 13, a, p. 546 ‘22, d, pp. 554-556
5. d,p.545 14, b, p. 546 23. a, pp. 554-556 -
6. ¢,p.545 7 15. ¢, p. 547 24, a, pp. 554556
7. a, p. 546 16. ¢, p. 47 - 25.°c, pp. 554555
8. ¢, pp. 542-543 17. ¢, p. 548
9. ¢, pp. 542-543 18. b, pp. 549-650




PROBLEMS

1. a S -40, ~20, 0, 20, 40, 60, 80, 100; APC: 1.000, 0.970,
0-955; APS: 0.000, 0.030, 0.045; b. 1700; . 80, 100, 8; d. 20,
100, .20; 8. (1) .8, MPC, (2) .2, MPS :

2. a—; b o d 4 e —; £ none; g. —: h -

3. a.0,10; b 20, 30; €. 30, 80; d. 100, 150, 210, 280; £, inverse,
{1) decrease, (2) Increase; g. (1) lower, (2) raise; h. investment-
demand (I/

4. a +; b 1—,.;;+, d+ie — F— g - h+ Q-

5. Change inintome: 8.00, 6.40, 5.12, 4.10, 50; Changs in
consumption: 8.00, 6.40, 5.12, 4.10, 3.28, 40.00; Change in sav-
ing: 2.00, 1.60, 1.28, 1.02, 0.82, 10.00
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" SHORT ANSWER AND ESSAY QUESTIONS

1. p. 542 8. p. 546 15, pp. 551-552
2. pp. 542-543 9. pp. 546-547  16. pp, 552-554
3. pp. 543-544 10, p. 548 17. p. 554

4. pp. 543-544 11, pp. 547-548 . 1g. pp. 554-555
5. p. 545 12, p. 548 19. p. 556

B. p. 545 13. pp. 549-651 20, pp. 556, 558
7. p. 545 14, pp. 549-551




